ABSTRACT
Introduction
Incentive theory predicts that contract terms should respond to differences in agents' productivities. In practice however, firms tend to offer contracts that are anonymous rather than tailored to individual characteristics (see Baker et al., 1994; Bhattacharyya and Lafontaine, 1995) , which appears to be puzzling. The prevalence of anonymous contracts is hard to explain only with legal restrictions, transaction costs (Levy and Vukina, 2002) , or fairness considerations. This note shows that a "one-size-fits-all" approach can result from strategic considerations even in the absence of such constraints. We use a standard agency model incorporating two extensions that are relevant to labor market settings. First, careers frequently involve transitions to other employers. 1 Second, individuals' behavior is influenced by career concerns (Holmström, 1982/99 ) because complete (long-term) contracts are not feasible. 2 All else equal, tailoring contracts to information that the contracting parties have about productivity reduces the cost of providing incentives. However, tailoring also changes future labor market outcomes by providing a signal that reduces uncertainty about the individual's productivity. On the one hand, implicit incentives are weakened because market assessment of the agent relies less on his observed performance. On the other hand, competitors can more easily identify talented individuals and the cost of retaining a productive worker increases for the firm. We show that these two adverse effects outweigh the reduction in total incentive cost whenever there is sufficient heterogeneity in workers' productivities, so that an anonymous "one-size-fits-all" contract emerges as the optimal arrangement. The paper is organized as follows. Section 2 reviews the basic argument for contract heterogeneity.
This framework is extended in Section 3 to derive a sufficient condition for a one-size-fits-all contract to be optimal in the presence of career concerns. Section 4 concludes our paper.
The basic argument for contract heterogeneity
Consider a simple moral hazard problem where a worker (the agent) engages in a project, which generates revenue V > 0 for the firm (the principal) if it succeeds (state S) and zero if it fails (state 1 Each month about 2.6 percent of all employed in the US switch to a new employer, accounting for roughly 40 percent of new jobs started (Fallick and Fleischman, 2004) . As a result, an average worker in the US holds seven different full-time jobs during the first ten years of his career alone (Topel and Ward, 1992, p.448) . Corresponding figures for the UK and Germany are four and three, respectively (Dustmann and Pereira, 2005, p.19) .
2 Typically, in labor markets parties lack full pre-commitment power (slavery is outlawed). If the parties had such powers, the dynamic incentive problems would essentially collapse to static ones where career concerns play no role.
F ). The agent can be of two different types, θ ∈ {L, H}. For either type the minimum effort level (e = 0) leads to a success probability of p ≥ 0. By exerting unobservable effort (e = 1) at private cost ψ, an agent of type θ increases the success probability of the project to P θ , where P H > P L > p.
To set the stage for our analysis of the role that contracts can play in revealing information we adopt the following timing. At the time when the principal makes a take-it-or-leave-it offer to the agent both parties assign prior probability h ∈ (0, 1) to the agent being of type H. The principal offers a contract schedule that can make incentive pay contingent on the outcome of a screening taskà la Prescott and Visscher (1980) , which will reveal the agent's type to both contracting parties. Let T θk denote the transfer received by a type-θ agent in state k ∈ {S, F }. Either the principal offers tailored (separating) contracts (T Lk = T Hk for at least one state k ∈ {S, F }) or a one-size-fits-all
Work on the project starts after the screening task.
Parties are risk neutral, the agent is wealth and credit constrained (preventing negative transfers)
and has an outside option providing life-time utility normalized to zero.
What is the optimal contract in this setting? The agent's incentive constraint for effort (e = 1) is given by
Owing to limited liability, transfers are optimally set to T θF = 0 and T θS = ψ P θ −p whenever effort is implemented. To focus on the interesting case where providing incentives to both worker types is indeed optimal we impose
Under Assumption 1 we have T HS = T LS , so the principal optimally offers separating contracts that reflect the underlying heterogeneity in productivities.
Contracting in the presence of career concerns
Let us now add a second period to the model of Section 2, in which the agent can switch to a new employer. Potential second-period employers are not aware of the agent's type and place prior probability h on the worker being of type H. However, they observe the agent's first-period project outcome and the incentive pay before making a wage offer.
Transitions between employers are modeled as in Greenwald (1986) : i) after the agent has received outside offers the incumbent principal can make a counteroffer; ii) the quit decision of the agent is characterized by the function q = probability of quitting =
where W is the wage a worker receives if he remains with his initial employer and ω is the wage if he quits. What matters for our result is only that the rent accruing to an agent in the future is increasing in his expected type. This is captured in reduced form by the assumption of a competitive labor market for experienced workers where a type-θ agent generates revenue k θ , with
Discount rates are normalized to one.
Our aim is to analyze how the second-period labor market affects the first-period contract in the standard career concerns setting where contract terms can only cover one period (e.g., Holmström,
1982/99).
Tailored (separating) contracts: Separating contracts S(θ) = [t θF , t θS ], θ ∈ {L, H}, reveal the type of the agent. Because the incumbent firm competes with its competitors under symmetric information for the agent's service, his second-period wage equals k θ . Substituting into (1) T θF = t θF + k θ and T θS = t θS + k θ and using Assumption 1 yields the transfers t θF = 0 and t θS = ψ P θ −p as well as the expected profit:
One-size-fits-all (pooling) contract: Consider now a pooling contract P designed to implement effort by both types of agents. Because the contract does not reveal the agent's type, the project outcome affects the second-period wage offers. The market anticipates that the incumbent firm will make a matching counteroffer to a type-H agent (probability h), which will be turned down with probability α. In contrast, no counteroffer will be made to a type-L worker. Using Bayes' rule, market wage offers conditional on the project outcome are given by:
This has two effects.
1. an incentive effect. A success of the project leads to an increase in second-period wage for the
To derive the contract terms offered, substitute into (1) T θF = t F + ω F and T θS = t S + ω S for θ ∈ {L, H}, which yields t F = 0 and t S = max
2. a retention effect. Because of adverse selection in the second-period labor market wages fall short of the productivity of a type-H agent:
Thus, the expected profit from being able to retain a type-H agent is
where
.
Combining the two effects yields expected profit
Both cost savings from reputational incentives (the incentive effect) and retention profits (the retention effect) are increasing in ∆ k. However, the quit probability α has opposite effects on retention profits and reputational incentives. For α = 0 reputational incentives vanish (R = 0). This stems from a standard adverse selection argument (Greenwald, 1986) . Outsiders anticipate that the initial employer will match their bid and retain the agent if he is of type H. Because only type-L agents will switch to new firms ω S = ω F = k L . Hence, retaining a type-H agent costs only k L so retention profits are at their maximum. In contrast, for α = 1 the initial employer can never retain the agent and there is no adverse selection: reputational incentives are at their maximum and retention profits vanish (RET = 0).
Comparison: Comparing separating contracts (S(L), S(H)) with pooling contract P provides a sufficient condition for the optimality of pooling contracts.
Proposition 1
There exists a threshold ∆k ∈ 0, ψ R (P L −p) such that for ∆k ≥ ∆k the pooling contract P that implements effort by both types of agents is more profitable than any separating contract. 
Proof. Assumption 1 implies that (S(L), S(H)
)
Discussion and concluding remarks
We have provided a rationale for why firm use one-size-fits-all contracts rather than contracts tailored to individual characteristics. Our model incorporates two key features of labor market settings: i) firms and workers interact over multiple periods; ii) restrictions on long-term contracting prevent internalizing the incentive effects of career concerns.
Clearly, not tailoring contracts to individual characteristic comes at some cost to the employer: a one-size-fits-all (pooling) contract does worse than tailored (separating) contracts in terms of total incentives required on average to make both types of agents exert effort. There are however some countervailing effects. A Pooling contract preserves uncertainty about the agent's type. The first channel through which this affects the principal's profit are the resulting reputational incentives R ∆ k. They allow reducing the first-period incentive pay -the required monetary incentiveswhich is what really matters to the employer. If career concerns are sufficiently strong, the monetary implementation cost under the pooling contract becomes lower than that under separating contracts.
This will happen whenever there is sufficient heterogeneity of the workforce, both in terms of productivity (large P H − P L and large ∆ k) and in terms of the composition of the worker pool (h (1 − h) bounded away from 0). The second channel through which uncertainty about the agent's type increases the profit under a pooling contract is the retention effect. Adverse selection in the second-period labor market allows the initial employer to retain type-H agents at a lower cost.
The associated profit component RET ∆ k is also increasing in the difference in productivities for experienced agents (∆ k) and the heterogeneity of the worker pool (h (1 − h)).
